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THE AUDITOR AND STANDARD COSTS 


by GEORGE W. LAFFERTY 


Senior Accountant, Frazer & Torbet, 
New York, N. Y. 


What can be done to bring the auditor and internal accounting 
management closer together on the matter of standard costs? 
Pointing out that adoptions of standard cost systems in more and 
more companies pose this question, the author of this article has 
suggestions for resolving the situation. He believes that auditors 
may well fill in their training in the construction and uses of 
standard costs and that an acknowledged procedure for convert- 
ing inventories stated at standard costs to actual costs should be 
available for appropriate cases. A portion of the article is devoted 
to outlining such a procedure. 


A GREAT deal has been written concerning the subject of 

standard costs in the past three decades—so much, in fact, 
that it is difficult to develop any new aspects of the subject. The 
material in this article is not new in fundamentals. However, it 
does consider the subject of standard costs from the auditor’s 
viewpoint rather than that of the internal accountant. The subject 
is developed through the analytical rather than the synthetic ap- 
proach. 


Increased Use of Standard Costs 


This paper has been inspired largely by a present movement 
toward more extensive adoption of standards by medium-size 
enterprises and sets forth (1) a summary of some of the ways 
through which maximum service may be rendered in the audit 
of a concern which operates under a standard cost system, (2) a 
technique through which standard costs may be converted to 
actual costs, and (3) a brief resume, blended into the paragraphs 
covering the first two items, of some of the major elements of a 
standard cost system. First, however, it is desired to give some 
attention to the definition of standard costs, the relationship of 
the auditor to standard costs in their uses as management con- 
trols and inventory valuation bases, and to the attitude of the 
Bureau of Internal Revenue toward the use of standard inven- 
tory values for tax purposes. 
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A Working Definition 

The definition of standard costs, in itself, offers some problems. 
Even at the present time, after the recognition of the term for 
close to thirty years, both industrial accountants and public ac- 
countants are somewhat vague as to exactly what is covered when 
the term is used. Some consider it to include budgeting techniques 
as applied to industrial operations. Others include within the 
term only those budgets the bases of which are built on engineer- 
ing estimates. Others demand that the standards be integrated 
into the ledger accounts before a standard cost system is recog- 
nized. It is the writer’s sentiment that the criteria of a standard 
cost system should be primarily the existence of engineered 
standards. That is to say, the existence of underlying or quanti- 
tative standards developed by engineers and, in some instances, 
accountants to measure the amount of material, labor, and over- 
head factors which enter into the manufacture of a product. To 
these underlying standards there are assigned dollar amounts for 
the convenience of a common denominator. From the dollar stand- 
ards so created, the internal cost accountants then measure the 
departures of actual costs as incurred. 

Standards need not necessarily be incorporated in the ledger 
accounts in order to provide effective management control for 
pricing purposes or to obtain adequate cost controls at the execu- 
tory stages of the productive processes, However, a definite ad- 
vantage is realized if incorporation is effected: the ready deter- 
mination of charges to work in process, finished goods, and cost of 
goods sold accounts. Integration of standards into the financial 
ledger accounts has been accomplished by many manufacturers, 
large and small, with good results. 

Standard costs, as a term used in this article, will be taken to 
mean “the use of engineered standards as a means of controlling 
production outlays for labor, material, and overhead, to which 
have been assigned dollar costs for the convenience of interpreta- 
tion ; the application of these standards to the control of manufac- 
turing operations either statistically or through their incorporation 
into the ledger accounts and, in the latter case, the use of stand- 
ard product costs for charging the inventory and cost of goods 
sold account.” 
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The Auditor Can Help 


Standard costs are primarily a tool of management for the con- 
trol of operating expenditures as well as a means to facilitate the 
establishment of charges to inventory and to the cost of goods sold 
account. Perhaps the professional auditor need not be a technician 
in standard cost analysis (although desirable) to render judgment 
on a client’s cost records and reports. However, he should be suf- 
ficiently familiar with the underlying principles of standard cost 
variation analyses to correctly evaluate their application to opera- 
tions in a particular case and determine that they provide a correct 
interpretation of operating results. 

The effectiveness of operating analyses of a standard cost sys- 
tem is not the only area. with which the auditor is concerned. 
He is also much interested in the use of standard values in the 
annual financial statements. The fundamental responsibilities of 
the auditor in respect to standard costs (or values) in financial 
statements are stated by one writer as follows: 

The independent auditor must make sure that standard 
costs used for financial statement purposes are soundly con- 
ceived and have been adjusted to represent current standards. 
The discharge of this responsibility requires keen judgment 
and acute powers of observation on the part of the auditor. 
In this field he is rendering judgment, and the mathematics 
of the situation are secondary. (J. Harold Stewart, “Develop- 
ments in Cost Accounting During the War as They Affect the 
Auditor,” in New Developments in Accounting, AIA, 1946.) 


AWord About Inventory Valuations for Tax Purposes 


The Bureau of Internal Revenue does not specifically accept 
standard costs as a basis for inventory values in the tax return. 
A search of tax decisions dealing with inventory valuation has 
not revealed any case dealing with standard costs. It is generally 
recognized that the bureau has a marked fondness for “cost or 
market whichever is the lower” and that the cost referred to is 
actual costs arrived at through any of the different manners of 
derivation such as first-in, first-out; last-in, first-out; or average 
costs. 

At first thought it would seem that standard costs might well 
receive full appfobation of the bureau, provided that they are 
applied on a consistent basis from year to year. This consistency, 
to some extent, would destroy the dynamic nature of standards 
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which, to be most effective in controlling operations, should be 
in a constant state of flux, thereby reflecting changing conditions 
of operating procedure. In the past the bureau has accepted stand- 
ard costs for inventory valuation where they approximate actual 
costs and in all probability will continue to do so in the future, 

The author does not believe that any significant differences will 
arise between the bureau and a taxpayer where consistency in the 
use of standards for inventory purposes has been followed ox 
where the standard values represent approximations to currert 
actual costs. However, the possibility always exists that a signifi- 
cant increase in the ending inventory over the beginning inventory, 
accompanied by the use of standard values which are not approxi- 
mations to actual current costs, can result in differences with the 
bureau. The facts of each case must be considered and a decision 
made according to the weight of the evidence for and against 
conversion. 


Auditor's Res ponsibilities—Standard Costs Not on Books 

Where standards are applied statistically the responsibilities of 
of the auditor ceases with the determination of their managerial 
effectiveness. The auditor should ascertain the soundness of the 
manner in which the standards were determined and the propriety 
of the methods in use for their application to operational control. 
This will entail an examination of the methods used for the assign- 
ment of dollar costs to the underlying standards, as well as a re- 
view of the standard cost reports and the techniques involved in 
their preparation. 

It should be observed that adequate standards for the control 
of production outlays are not always satisfactory for establishing 
job prices. This is due to the fact that control of operations at 
the production level involves, fundamentally, the measurement 
of the quantities of material, labor, and overhead consumed by the 
responsibility areas. The assignment of dollar costs to these fac- 
tors is a matter of providing a common denominator for con- 
venience of expression. It has been stated that control at the 
producing (or executory) level might well be attained through 
the use of quantities alone, through comparison of the actual 
units of material consumed against the standard units allowed of 
a comparison of actual labor hours against standard labor hours 
allowed for the production. (N.A.C.A., “A Reexamination of 
Standard Costs,” Research Series No, 11, pp. 725-26.) 
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The auditor should consider carefully the possible dangers 


. contained in the use of one set of standards for the control of 


operations and the use of the same set for the pricing of products. 
Steps should be taken to assure that the management is not using 
standards which adequately control operational costs as the basis 
for pricing policies unless these standards represent current costs 
within the limitations of estimating fallibilities. In effecting this 
procedure the auditor can, at a minimum, ascertain that no job 
losses are being incurred due to use of faulty pricing bases. 
Auditor's Res ponsibilities-Standard Costs on Books 

When standards are made a full-fledged element of the account- 
ing system through incorporation into the general financial ac- 
counts of a firm, the auditor’s responsibilities expand beyond the 
operational control phase into the realm of inventory valuations. 
This situation exists due to the fact that it is common practice 
to carry inventory accounts and the cost of goods sold account 
at standard. Statement of inventories at actual cost should be 
effected when necessary in order to avoid possible disputes with 
the Bureau of Internal Revenue and also to present a balance 
sheet and a profit and loss statement which is in accord with ac- 
cepted accounting principles, if the standard costs used do not 
accomplish this. In making this reference to accepted principles, 
it is with the provisions of Accounting Research Bulletin No. 29 
(July, 1947) of the Committee on Accounting Procedure, Ameri- 
can Institute of Accountants, in mind. 

The statement of inventories at actual costs is not intended, in 
any way, to obviate the need for adjusting inventory values to 
reflect the lower of cost or market principle. However, conversion 
from standard values to actual values should be made in order to 
provide the bases from which adjustments to the lower of cost 
or market should be made. An exception is recognized in those 
instances where market is obviously lower than standard values. 

When standards are fully integrated into the accounting system, 
it is common practice to ascertain inventory balances on the basis 
of standard costs. Illustrative of this practice is the flow of 
charges through work-in-process. The account may be charged at 
standard and relieved at standard. The balance then represents the 
Standard cost of the work-in-process inventory. It should be 
Observed that this is not the only technique, but it is one com- 
monly used and it is the fundamental assumption upon which 
Succeeding material is based. 
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The relief to work-in-process provides the charge to the finished 
goods account and finished goods are relieved at standard to the 
cost of goods sold account as products are sold. The basic sources 
of all these charges are standard product costs developed for the 
different products manufactured. In addition to finished goods, 
work-in-process, and cost of goods sold, the raw material account 
may also be charged and credited at standard. The net result of 
these procedures is that all inventory accounts are stated at stand- 
ard costs in the general ledger. 


Standard Cost Variance Procedure 


The above remarks concerning work-in-process, finshed goods, 
cost of goods sold, and raw material consider only the most simple 
elements involved in the workings of a standard cost system when 
tied into the the general ledger accounts. 

Where standards are an integral part of the financial system of 
accounts, there must be an accounting technique or methodology 
which recognizes the departures of actual costs from standard 
costs. As a result the differences between standard charges to 
material inventory and to work-in-process and the actual costs 
thereof are diverted to variance accounts and accumulated therein. 
The accumulated variances should be treated as charges or credits 
to profit and loss within the accounting period during which they 
occurred. A frequent variant to this, although theoretically in- 
correct, is to charge debit variances in this way but to apportion 
credit variances between inventory and cost of sales. However, 
it is assumed here that the standard cost system, apart from ad- 
justment to actual, calls for regarding all variances as profit and 
loss items. This treatment recognizes as a basic principle the as- 
signing of costs to their period of incidence, thus matching rev- 
enues with costs. The principle is founded on the premise that 
the standards are accurately set and represent the costs which 
should be attained with efficient operating procedures under stand- 
ard conditions. 

The use of standard costs for inventory valuations can come into 
conflict with contemporary principles of inventory values if the 
standards do not represent approximations to current actual costs. 
However, it should be noted that Accounting Research Bulletin 
No. 29 specifically opens the door of acceptance to standard costs 
for inventory valuation purposes “if adjusted at reasonable inter- 
vals to reflect current conditions.” In order to comply with the 
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cost principle of inventory values, it say be necessary (in those 
cases where variances are significant and no adjustment of stand- 
ard values to actual values has been made) for the auditor to 
convert standard values to actual values. To present a practical 
method for this conversion is, as noted at the beginning, the sec- 
ond principal question with which this paper deals. 


Converting Standard Values to Actual Values—W bat Is Involved 


In order to attain the most effective accuracy in the allocation 
of variances between inventories and products sold, such alloca- 
tions should be accomplished in the everyday operations of 
the accounting system. However, there may be objections to this 
procedure which the virtue of accurate allocation may not over- 
come. It can destroy some of the bookkeeping simplification which 
is one of the advantages of standard costs and it may cloud vari- 
ance reporting for control purposes if report data is taken from 
the ledger accounts. If allocation of variances is not the regular 
procedure, any allocations the auditor may make are, at the best, 
well-founded estimates. 

If variances are allocated in the normal operating routine of the 
accounting system, the auditor should ascertain that the bases used 
are sound. It is impossible to state any definite bases which will 
apply in all situations. However, there is an underlying principle 
which the auditor may apply as a guide to his decisions. This 
principle, briefly stated, is that variances should be allocated to the 
product in accord with: (1) their incidence of occurrence in the 
productive process and (2) as between products on the basis of 
the factors which, in the first place, gave rise to the variances. This 
principle is illustrated in the case of variances arising as the result 
of failure to attain standard yields from processed material ; e.g., 
billets charged into a bar mill from which may be produced 
rounds, squares, flats, octagons, etc. This variance should be al- 
located by the accounting system (1) at the point where failure to 
attain standard yield occurred (the bar mill) and (2) as be- 
tween products on the basis of the raw material charged for each 
product group. The auditor should ascertain that the principle 
stated above is being recognized in the absorption of variances into 
the inventory accounts and related allocations as between product 
lines, Once allocated, the variances will follow the products out 
of the inventory accounts into cost of goods sold. 

In the case of fully integrated manufacturing operations, the 
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problems involved in determining the soundness of variance dis- 
tributions are greatly increased. This is due to the complexity of 
operations involved and the multitudinous points at which the 
variances may arise. If at the end of the first operation a product 
results which is ready for sale, no further complications arise. The 
inventory becomes converted to actual cost through application of 
the variant arising from this operation, and actual costs are 
charged to cost of goods sold as sales are made. On the other hand, 
if additional operations are needed to complete a product for sale 
the variances from succeeding operations will have to be accumu- 
lated until the product goes to warehouse for shipment in order to 
arrive at actual value of inventory. The techniques for the accom- 
plishment of this purpose are complex and will vary from organi- 
zation to organization. 

It is impracticable in such cases to assign variances as be- 
tween inventories and cost of goods sold at the year’s end with any 
hope of real accuracy. If allocations have not been made in the 
course of operations the auditor can only, at the best, attempt to 
allocate between inventories and cost of goods sold on some rea- 
sonable basis. The inability to make accurate allocations at the year’s 
end arises from the fact that variances associated to products may 
be debit or credit in nature and they may arise at so many different 
points. In order to make precise allocations (assuming not made), 
it would be necessary to rework the entire year’s operations. 


Procedure for Conversion of Standard Values to Actual Values 

In the illustrative material which follows there is presented a 
ratio method for converting from standard values to actual values. 
This method, as discussed and illustrated, is based upon the fifo 
method of deriving costs. The same technique can be used where 
average costs or lifo are used. 

If inventories at standard costs are to be restated at actual costs 
in any case, a recognized procedure is required for accomplishing 
this. The procedure need not be free from possible objections— 
no practical method for achieving an objective ever is—but care 
should always be taken to make sure that its application will not 
produce distorted results in the instance at hand. If this is kept 
in mind, the procedure to be described in the paragraphs which 
follow—although it assumes the handling of variances as net fig- 
ures (not distinguishing debit and credit elements) and although 
it places all products on the same footing (pro rata allocation of 
net variances)—may be expected to give a sound answer under 
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most circumstances. It is based on determining—and applying 
to inventory figures at standard costs—five percentage relation- 
ships between actual and standard costs derived from the trans- 
actions of the year as a whole. The five ratios relate actual and 
standard costs of: (1) material in raw stock inventory, (2) ma- 
terial in process, (3) labor, (4) overhead, and (5) finished goods. 
In general, the desired percentages are arrived at by dividing 
standard cost of the year’s charges in each of these categories 
into actual cost considered to be standard cost with applicable 
variances added back. However, in order to accomplish the several 
determinations of actual cost the ratios are related one to the other 
and it is with the determination of those actual costs that the 
remainder of this article is concerned. 

In the case of materials resting in the raw stock inventory at 
standard cost, it is necessary only to total the year’s charges and 
divide this total into the same amount plus the price variance for 
the year, drawn off into the variance account when purchases were 
made. The resulting percentage applied to the raw material in- 
ventory at standard cost will approximate actual cost under the 
method proposed. This ratio also plays a part in the adjustment of 
material in process to actual costs. The credits to the raw material 
account (related to charge to process) contain the amount to be 
taken to the usage variance account but are net of the applicable 
price variance. Hence, adjustment of the total credits at standard 
to the raw material account for the year by the percentage de- 
veloped above will give approximate actual cost of credits to raw 
material and may be divided by the year’s material charges to work 
in process at standard to obtain the ratio by which to adjust in- 
ventory of material in process at standard to actual costs. 

The process is just a bit simpler with respect to deriving the 
corresponding ratios by which to multiply labor and burden in 
process at inventoried standard costs to arrive at approximate in- 
ventories at actual costs. With respect to labor, the percentage 
is obtained by dividing the year’s charges to labor in process at 
standard costs into the same figure plus both rate and usage vari- 
ances. Similarly with respect to overhead, it is not necessary to 
give separate consideration to expenditure, volume, and perform- 
ance variances. It will prove satisfactory to derive the percent- 
age desired by dividing the year’s charges to process for overhead 
at standard cost into the same amount plus net overhead variance 
for the year. 
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Finished goods does present a special problem and the adjust- 
ment of finished goods inventory at standard costs to approximate 
actual cost calls for a single ratio which must be developed by 
use of those for work in process. It is necessary to apply the in 
process adjustment percentages to the respective standard cost 
amounts for the year by which work in process was relieved for 
material, labor, and overhead in product finished. The aggregate 
of these three actual cost figures may be divided by the charges 
at standard cost to the finished goods for the year and the ratio 
so obtained may be applied to the finished goods inventory at 
standard cost to restate it at actual cost and complete the conver- 
sion of inventory from standard to actual values. 
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Conversion of Cost of Goods Sold to Actual 


In converting cost of goods sold to actual costs there is a prob- 
lem, under the fifo approach used herein, which the auditor must 
watch for. This is the existence, in the cost of goods sold account, 
of units from the beginning inventory at standard which should 
be converted on the basis of actual to standard ratio of the pre- 
vious period. This problem may be solved by dividing the cost 
of goods sold account into two elements, (1) standard cost of units 
in beginning inventory of finished goods and (2) standard cost of 
units from current year’s production. There should be applied i 
to the beginning inventory the ratio between actual costs and } 
standard costs in the finished goods account at the end of prior 
period. Then there should be applied to the standard cost of the 
units from current production, the ratio used for the conversion 
of the finished goods inventory at the end of the current period. 

If lifo were used it would not be necessary to make the di- 
vision outlined above and the conversion could be made simply by 
extending the standard cost of goods sold by the finished goods 
conversion ratio. If average costs were used, the finished goods 
ratio would also be used but it would differ frorn the one derived 
under fifo due to the averaging together of beginning inventories 
and current production in the determination of the ratios. 





Illustrative Application of Ratio Method 


In order to clarify and bring together all the parts of the above 
discussion, there follows an ilfMistrative case which demon- 
strates the application of the foregoing ratio technique for the 
conversion of standard costs to actual costs. In order to simplify 
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the presentation it is assumed that but one type of material is 
used and that there is but one product manufactured, There are 
maintained five variance accounts as follows: (1) material price 
variance, (2) material usage variance, (3) labor price variance, 
(4) labor usage (or performance) variance, and (5) overhead 
variances. ’ 

In Exhibit 1, the information called for and which must be 
available from the books and records is summarized. This in- 
cludes data from the standard cost card for the company’s product 
and totals from the inventory and variance accounts for the year. 
The figures given are applied in Exhibit 2 which develops the 
ratios, first by formula and then on the data given, and displays 
their application to the inventories at standard costs to arrive at 
actual cost inventories in the final column. 


Conclusion 


It is desired to emphasize, before concluding this article, that 
the verification of records and certification of statements for a con- 
cern operating on a fully integrated standard cost system can offer 
some problems which differ widely from those encountered in the 


examination and certification of records kept on an actual cost 
basis. These differences stem, for the most part, from the exist- 
ence of variances from standard. 

Where allocation of variances to product is deemed necessary or 
desirable, the results will be closely accurate only if the allocation 
takes place in the normal course of the accounting process, thereby 
obviating the need for converting standard values to actual values. 
However, if such allocations have not been made during the fiscal 
period, the auditor may be able to render a real service by making 
conversions in the manner suggested in this article. It may be that 
the necessity for conversion will be for tax purposes only and that 
through conversion any possibility of differences with the Bureau 
of Internal Revenue can be avoided. In addition, the actual cost 
concepts which are at present accorded general preference in mod- 
ern financial statements will be observed in those instances where 
it appears that standard values represent serious departures from 
current actual costs. 

It is also desired to reiterate that the ratio method of converting 
from standard costs to actual costs as suggested in this article has 
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two basic weaknesses. The first is the netting out of debit and 
credit variations against one another in determining the ratios to 
be used in conversion. The procedure does not give consideration 
to the fact that certain credit variances may be altogether assign- 
able to products which are still in inventory or that certain debit 
variances may be associated entirely with the cost of goods sold. 
Wherever a credit variance can be associated directly with the 
ending inventory, it is to the tax benefit of the current period. This 
is also true of a debit variance that may be assigned to the cost of 
goods sold. There have been previously pointed out the practical 
difficulties preventing an association of specific variances to inven- 
tories and cost of goods sold at the year’s end. The second weak- 
ness is the assumption that all products share alike in variances 
resulting from operations, whether debit or credit. This would 
hardly ever be strictly in accordance with fact and might some- 
times be untrue to an important degree. Although the ratio method 
does ignore the factors mentioned, it has the advantage of being 
practicable of accomplishment within the limits of the audit en- 
gagement. 

In conclusion, there are listed some of the services that may be 
rendered through an intelligent review by the professional ac- 
countant of standard cost accounts and procedures, based on a 
well-founded knowledge of standard cost objectives and tech- 
niques : 

1. Avoidance of possible differences with the Bureau of 
Internal Revenue. 

. Improved assignments of underlying dollar standards. 

. Better operating control through the allocation of vari- 
ances in the course of operations to the extent which may 
prove practicable and useful, and which may result in tax 
benefits to the current year through direct association of 
debit variances with the cost of goods sold and credit 
variances with inventory accounts. 

Improved control at the executory (or productive) level 
through an analysis of standard cost reporting methods. 

. In the case of job manufacturers, the elimination of losses 
due to jobs being priced on standards which are not close 
approximations of current costs. 

. Financial statements which are in agreement with con- 


temporary principles of accounting. 
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A CASE STUDY IN THE BUDGETING OF AIRLINE 
REVENUE, EXPENSE, AND CAPITAL OUTLAY 


by HENRY McGREW 


Director, Budgetary Control, Trans World Airline, 
Kansas City, Mo. 


The present article outlines the steps followed and bases used by 
a large airline with world-wide operations in arriving at budgetary 
amounts, over-all and by districts, for sales, operating costs, and 
property and equipment acquisitions. The primary objective is 
given as control of activity in all parts of the system so that reve- 
nue opportunities may be taken advantage of by promptly ex- 
panded service and so that costs may be kept soundly productive. 


TT IS familiar news to all in the business world that the airline 

industry is experiencing a critical financial situation which will 
severely tax efforts of both the industry and the Federal Govern- 
ment before satisfactory financial operating conditions are ulti- 
mately made possible. Because of the aggressive expansion policy 
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PROPOSED SALES AND LOADING BUDGET 
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followed by TWA immediately after the war, it is not surprising 
that this airline was one of the first to feel the squeeze exerted by 
increasing costs and decreasing revenues. Exhibit 1 graphically 
portrays this condition and indicates further that most major air- 
lines soon followed_in the same path. In view of the situation, 
TWA felt it necessary to turn to a budgetary control program to 
provide management and supervision with one of the important 
tools necessary to create and maintain a sound financial operation. 


Types of Control Information Needed 

The goal of the control budget program is to provide the tools 
through which not only members of management but each indi- 
vidual operating head may be equipped to do the most efficient and 
economical job of charting TWA’s course through waters which 
are continually churned by changing financial and operating con- 
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ditions. To accomplish this end it is necessary to establish means 
of setting forth: 
. Anticipated revenues. 
. Planned expenditures of both expense and capital nature. 
. Over-all reports and comparisons which will provide each 
operating head with sufficient information to tell him 
where and how he is spending the money allotted to him. 


The Revenue Budget—Over-all and by Districts 


Fundamentally, the sales budget plan involves the translation of 
management plans and policies into a sales goal for each district 
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throughout the system. The sales research staff assembles statis- 
tics showing the performance of TWA’s .airport stations from 
coast to coast—number of flights out of each station, passengers 
boarding, and loadings of mail, express, and freight. This staff 
also considers weather, general economic conditions, possible rate 
changes, schedule plans, and all other factors influencing the sales 
potential of each district. 

Based on this information, a preliminary sales budget for each 
district is established for a period of four months in advance and 
submitted to the districts for review in the form shown in Exhibit 
2. Each district then has a crack at its own sales budget, using 
intimate knowledge of local conditions and economic factors. 
Budget estimates are then returned and final sales budgets set, 
based on comments from the field and combined estimates from 
both field and staff personnel. 

Totaling the individual district sales budgets provides manage- 
ment with an over-all sales and revenue budget (Exhibit 3) with 
which to gauge over-all expense budgets in working out a profit- 
able level of operations. Expansion of sales budget figures in con- 
junction with aircraft operating statistics gives complete comple- 
mentary information relative to miles flown, available ton miles, 
passengers, baggage, mail express, etc. Further, the sales budget 
by districts provides added operational and traffic volume statis- 
tics required in setting expense budgets for each station. 

Lastly, the sales budget program provides each district, each 
region, and each department of TWA with its own revenue goals 
and with its expected volume of operations to tie in with the ex- 
pense budgets assigned. In effect, it provides each location and 
each departmental unit with a plan of operation and a goal four 
months in advance. 

The sales budget is checked currently against actual sales and 
through this “pin point” control, top management can immediately 
determine which districts are contributing to any increase in sales 
revenue of the company. Automatically, this shows those districts 
which have been welded into hard-hitting sales organizations where 
everyone is fighting for additional revenues for TWA. 

Credit for meeting the budget and exceeding it is extended 
through a closer liaison between top management and those on the 
“firing line.” This liaison is essential to the company’s welfare. 
Comparisons of actual sales with sales budgets for those districts 
which show performance in excess of budget will point out the 
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necessity for providing additional service through these districts 
by schedule and operational changes. 


Variable Expense Budgets Based on “ Available Ton Miles” 


In the budget programs of some companies, it has been the pol- 
icy to establish expense limitations and controls primarily with 
reference to forecast income as indicated by a sales or revenue 
budget. The initial approach in TWA, however, was not based on 
this premise. It was based upon two considerations: 

1. TWA must operate the airline’s essential service or com- 
modity, at expenses per available ton mile, as low or 
lower than costs of its competitors if it is to survive and 
prosper in the air transportation industry. 

. Total expenses authorized must be allowed to vary in ac- 
cordance with the level of operations as determined by 
scheduled available ton miles. 


Accordingly, to reduce the variable expense budgets to a formula 
would be to say: 

1. Lowest cost per ton mile among competitors plus adjust- 
ment for TWA’s own particular type of operations mul- 
tiplied by budgeted available ton miles for a given period 
equals maximum amount of money TWA should spend 
during period. 

. Maximum amount TWA should spend on all activities 
divided by number of departments in company, each get- 
ting fair proportionate share, divided by number of sub- 
departments in a department, each getting its fair share, 
equals amount of money each subdepartment should spend 
over the given period. 


From the preceding, the basic plan of budgetary control begins 
to become clear. In Exhibit 4 will be found the Civil Aeronautics 
Board expense classification “Flying Operations” broken down by 
type of expense. Taking any available ton mile figure on the bot- 
tom of the chart and traveling perpendicularly until each sloping 
line is reached will indicate the specific expense total budgeted for 
that function at that particular level of operations. 

On Exhibit 5 the company total of budgeted expenses is de- 
tailed by type of expense. If it is desired to isolate the fixed and 
variable elements of aggregate budgeted expenses, it is apparent 
that a horizontal line drawn across the graph from the point at 
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which the total expense line originates will mark off the fixed por- 
tion in the conventional manner of representation used in flexible 
budgeting. The same segregation can be achieved for each fune- 
tion in the same way if the function in question is charted sepa- 
rately rather than in layers, one above the other, as on Exhibit 5. 


Proportioning Expenses to Departments 


From this point, the next step is to distribute the CAB fune- 
tional budgets according to TWA departments by determining 
historically for each item of expense the proportion of each CAB 
functional account which applies to each department. The results 
of this process, say for the operations department, would result 
in a graph very similar to Exhibit 5. However, the distinction 
should be kept in mind that Exhibit 5 portrays the result of as- 
sembling budgeted costs on the available ton mile basis whereas 
the process from this point on is largely one of equitable allocation, 

In a corresponding manner, the breakdown for subdepartments 
can be computed. It is at this point that we get to the heart of this 
program, since the information given to each operating head tells 
the supervisor of even the smallest company unit how much money 
he can spend to operate over a given period and, by reference to 
the sales-revenue budget, how much revenue he is expected to pro- 
duce. In the case of nonrevenue producing departments, it tells 
him how much work he will have to accomplish to back up the de- 
partments which do produce the direct revenue. 

The supervisor is likely to find that under budgetary control he 
has been given more latitude than he had under the former method 
under which he had to plead for “more help” or “more equipment” 
or “more travel” and get it piecemeal if approved. Under the 
budget plan he operates more or less as a free agent, spending his 
allotment of funds as he sees fit to accomplish his assignments. If 
he decides to spend more money on travel and less on salaries, of 
vice versa, it is up to him, in most instances. His ability will be 
judged by the final results he accomplishes, both from an operating 
as well as a cost standpoint. 

Knowing exactly show much he has to spend to cover a given 
period, he is more apt to render considered judgment. His atti- 
tude changes from that of trying to pry every possible dollar out 
of his boss to one of trying to live within his budget, since he 
knows that if he exceeds that budget the excess will have to come 
out of some other supervisor’s allotment. 
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Property and Equipment Budget rae 

While the variable expense budget is geared to the level of op- 
erations, the capital expenditures of the company are at any one 
time related to the level of operations only in an indirect manner. 
Since requirements for capital expenditures depend on need for 
replacement, expansion, or improvement of capital facilities as 
dictated by equipment obsolescence, acquisition of new routes or 
new stops on existing routes, assumption of new functions, expan- 
sion of existing operations, and other such factors, the property 
and equipment budget, that is, the capital budget, is the one ex- 
penditure budget which is arrived at through the building up of 
individual items. 

Each six months department heads are requested to submit this 
budget in accordance with certain restrictive policies and in accord- 
ance with specific planning premises established by management. 
Each item on these budgets must be individually justified as to its 
necessity. The grand total of all of these separate items as finally 
approved comprises the property and equipment budget for the 
company. However, it is still necessary to obtain individual and 
specific approval for each of the items included in the original 
budget before actual work may be started or purchase made. This 
requirement, provided for through a related authority for expen- 
diture and requisition procedure, serves as a double check on 
those expenditures which may have become less urgent because of 
changed conditions since approval of the original budget as well 
as allowing for a more thorough and exacting review of each 
item individually. 

While the original budget consists of specifically identified items, 
department heads are allowed reasonable leeway in requesting that 
a new expenditure be charged against funds already approved for 
another item, providing the new expenditure is completely justi- 
fied and the department head concerned approves the substitution. 
Accordingly, in this manner, supplemental property and equip- 
ment budgets are required only in those few cases where approval 
of a fully substantiated expenditure would cause an overrun of 
the original departmental budget. This budget sets forth, in addi- 
tion to total expenditures, the month in which it is estimated cash 
expenditures will be made. In the same manner, each monthly re- 
port of capital expenditures establishes not only what expenditures 
have been specifically authorized but also the rate at which previ- 
ous authorizations are consuming cash. 
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Part Played By the Budget Committee 

The final establishment and approval of all budgets rests with a 
budget committee which includes as members the senior officers of 
the company. This committee has the final say as to how the en- 
tire budget “pie” is to be divided among departments, particularly 
with reference to the variable expense budget. It is obvious that 
if one department is given a larger slice, some other department 
will have to take a smaller piece, because there is only one pie to 
go around. That is why top officers comprise the committee—it 
takes top authority to make those decisions stick. 

Once a budget has been established and the operating heads so 
notified, no active control is brought into play unless a budget is 
not being met. So long as a unit accomplishes its jobs within its 
authorized budget, the operating head knows where he stands and 
no “big boss” is continually demanding further economy. 


Reports to Management 


It is important that management be able to put its finger on any 
leak which is draining away valuable revenue dollars, so that maxi- 


mum savings can be maintained at all times and so that immediate 
and specific control of expenses may be exercised when the occa- 
sion so demands. Accordingly a number of budget-slated reports 
are in order. 

The first f these reports is the “Daily Profit and Loss State- 
ment” (Exhibit 6). It will be observed that the first portion of 
this report gives a comparison of the various types of revenue as 
forecast vs. actual revenue for the day and for month to date, as 
well as corarison of total forecast expenses vs. actual expenses 
thereby si »ing the net result of the day’s and month to date’s 
Operations. «‘ollowing this information are summary figures show- 
ing other important comparisons of budget vs. actual, namely: 
miles flown, total available ton miles, operating revenue and ex- 
pense per total available ton mile, load factor, schedule perform- 
ance, and revenue by type of equipment. 

Particular attention is invited to the figures representing the 
“Forecast” and “Actual” under expense. The forecast figure con- 
sists of the daily pro rata share of the total variable expense budget 
as established for the current month, The variance between the 
actual and this figure represents an adjustment to the forecast 
figure to show the increase or decrease in flight pay and gasoline 
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costs computed-on the basis of actual miles flown during the day 
in question. 

In addition to the daily profit and loss statement, there are other 
reports setting forth in greater detail operating comparisons for 
various types of equipment and operations such as daily perform- 
ance by aircraft, traffic volume, revenue use of aircraft and load 
report, analysis of extra sections and nonrevenue miles, and sta- 
tion ground delay report. Through daily review of these, man- 
agement and departmental heads can at all times keep abreast of 
actual operations of the company as they are related to the over- 
all budgeted plan of operations. The “actual” figures on the daily 
profit and loss statement and the other comparison reports, except 
for total expenses as explained above, are computed from operat- 
ing statistics submitted to a central location throughout all the 
hours of the day. This computation involves the use of a load 
manifest which is an actual work sheet upon which is placed all 
pertinent information concerning the handling given any one flight 
by each airport station involved. Upon departure from a station, 
arrival at a station, or passing over a scheduled stop, a report is 
dispatched immediately by teletype to a central flight planning 
office and to other airport stations interested in the progress of 
the flight. 

In addition to the preceding reports, certain other comparison 
and summary reports are prepared on the basis of the operating 
statistics received from each station. These are briefly described 
as follows: 


I. Station Sales Budget Comparison and Loading Report— 
compares budgeted revenue traffic, passengers, and cargo 
sales with actual. 

. Summary of Average Passenger and Cargo Loads— 
identified by type of aircraft and airport station. 

. Summary of Estimated Revenue by Scheduled Flights— 
identified by passenger and cargo flight and airport sta- 
tion. 

. Summary of Transcontinental Division Revenue Pas- 
sengers Carried—identified by station and destination of 
passengers from that station. 

5. Income Account—Budget Comparison. 


The last of these reports, the Monthly Income Account—Budget 
Comparison, which presents comparison of budget vs. actual for 
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operating revenue and for operating expenses by CAB functional 
classification is exemplified in Exhibit 7. This report enables man- 
agement to immediately locate the basic reason for any variance 
from the forecast profit and loss whether it be revenue, expense, 
or level of operations. 

The last report and probably the most important to the imme- 
diate supervisor is the Operating Budget Comparison (Exhibit 8) 
which provides the operating head with his tool for pruning out 
excess expenses. The Cost Analysis computation at the bottom of 
this report provides additional means of comparing departmental 
activities. The operating budget comparison is carried to as low a 
departmental level as is needed to provide each echelon of super- 
vision with the tools the individual in charge requires to examine 
his own operations. 
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